Journal of Accountancy
Volume 40

Issue 3

Article 4

9-1925

Patents in the Income-tax Return
H. A. Toulmin Jr.

Follow this and additional works at: https://egrove.olemiss.edu/jofa
Part of the Accounting Commons, and the Taxation Commons

Recommended Citation
Toulmin, H. A. Jr. (1925) "Patents in the Income-tax Return," Journal of Accountancy: Vol. 40 : Iss. 3 ,
Article 4.
Available at: https://egrove.olemiss.edu/jofa/vol40/iss3/4

This Article is brought to you for free and open access by the Archival Digital Accounting Collection at eGrove. It
has been accepted for inclusion in Journal of Accountancy by an authorized editor of eGrove. For more information,
please contact egrove@olemiss.edu.

Patents in the Income-tax Return
By H. A. Toulmin, Jr.
If a business is concerned in any way with patents—either as
owner or as a licensee—it faces some rather difficult problems in
determining what income tax to pay. Both the income-tax law
and the patent law must be considered. Failure to take both
laws into account may result in over-payment of taxes—which
may perhaps ultimately be recovered at considerable cost—or in
innocent under-payment, the penalties for which can never be
recovered.
Though to the layman the problems may seem hopelessly tan
gled, actually the rules that have gradually crystallized are quite
simple.
First of all is the question of depreciation, for, like a machine, a
patent does not live for ever and its depreciation may be de
ducted from income and so reduce the total tax to be paid. An
American patent lives seventeen years from the date when it is
granted. The rate of depreciation per annum is therefore one
seventeenth of its value.
In Great Britain the patent runs for ten years. In France the
life of a patent may vary from five to fifteen years. In Switzer
land the term varies from ten years for a chemical process to
fifteen years for a mechanical device, and the term dates from the
time of filing the application instead of from the time of grant
ing. If an American manufacturer has his product patented in
foreign countries he will have to take these varying terms into
consideration.
If a patent is purchased after having run a few years, its pur
chase price should be depreciated over the period it yet has to run.
A patent bought for $5000 which has only five years to run will be
depreciated at the rate of $1000 a year.
An illuminating case on depreciation was that of an inventor
who assigned his patents on a machine to a manufacturing com
pany, in return for which he was to receive twenty-five per cent
of the profits. The treasury department decided that he was
entitled to depreciate his patents in proportion to his share of
the profits of the company. Since he received twenty-five per
cent of the entire profits of the foreign company, he deducted
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from his income tax a depreciation which amounted to twentyfive per cent of the total depreciation of the patents.
Often a patent becomes obsolete before its term has fun out.
Although the treasury department has decided that obsolescence
is not ordinarily applicable to intangible property such as patents,
yet it can be secured, provided the proof is definite and clear. It
must be shown positively that the device covered by the patent
ceased to have any value at some definite time. There are
several ways in which this can come about.
Sometimes a business is being successfully conducted under
patents when an older and prior patent is enforced against it and
the business is stopped by an injunction. The invalid patents
and others that depend upon them become worthless to the com
pany which has been infringing and are therefore obsolete. Their
value can be deducted from income as a total loss.
Sometimes a law—of which the Volstead act is an example—
makes patents, trade-marks and other intangible property ob
solete. As in the case of distilleries the loss may be a very
serious one. The treasury department allowed the distilleries to
make deductions covering the loss caused by obsolescence of their
trade-marks, trade grants and other intangible property of similar
character.
If obsolescence of patents is to be deducted, specific permission
from the treasury department must be obtained. This makes it
necessary to prove exactly when the obsolescence actually took
place. If the obsolescence is caused by some United States law,
such as the Volstead act, it is not difficult to determine the date.
But it is a different matter when purely commercial factors cause
the obsolescence.
Suppose, for example, that a manufacturer made a patented
device for heating high-class residences by coal. A sudden change
in the public taste makes it impossible to sell these coal furnaces,
as the owners of fine homes insist on using oil burners. The
owner of patents on the coal-firing furnaces must prove that his
patents became worthless and therefore obsolete and that he
went out of the business as a consequence. If this change from
one type of fuel to another took place rather gradually, it would of
course be difficult to fix the exact date when the obsolescence
occurred.
If patents have a scrap value it must be deducted just as would
be done with a machine. A patent, for instance, may cover an
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obsolescent subject matter, but it may have claims which would
form the basis of a suit and therefore give the patent some nui
sance value to persons who might buy it.
It is apparent that the rules covering the rates of depreciation
are quite clear and simple. But obviously before depreciation
can be computed the value of the patents must be determined.
This is not so simple, and, to tell the truth, a great many people
feel that the rules of the treasury department are not all that
might be desired so far as justice to the company owning patents
is concerned. However, we are concerned here only with the
rules as they are.
The value of patents and similar intangible property is the
subject of much discussion. Bankers customarily claim that
patents should be valued at not more than a dollar on a manufac
turer’s financial statement. Oftentimes the manufacturer’s
books may show that patents actually cost several hundred
thousand dollars, while at the same time their actual value to the
going business may be several million dollars.
For income-tax purposes the treasury has adopted a practical
rule of establishing values at cost. If a patent was issued before
March 1, 1913, by the United States government, it must be
appraised as of that date, while if the invention was developed by
its owner and the patent issued after that date, it must be valued
at cost.
If the patent was purchased for cash, its value is established
very simply. If the purchase was by stocks, bonds or other
securities, it is necessary to value those securities in order to deter
mine the value of the patent.
Even such simple rules are often difficult to apply. One of the
first difficulties is to segregate the cost between a number of
patents which were developed simultaneously in the same shop or
laboratory. It is usually very difficult to draw the line where one
patent started and the other ended and where the cost of one
began and the cost of the other terminated.
Although the income-tax law assumes the year 1913 as the basis
for establishing the value of patents which existed at that time,
cases have arisen where applications were pending during 1913 on
inventions developed before that date, which did not mature into
actual United States patents until some time after the year 1913.
The treasury department takes the position that because the
patents were not issued prior to 1913 they are not entitled to be
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treated as intangible property having any specific value on March
1, 1913. Only the actual cost may be set up as the value in this
case.
In appraising the value of a patent it should be considered that
it may be worth much to one person and little or nothing to
another.
Furthermore, a single patent alone is seldom worth what it
would be if it were one of a great group of patents which protected
a complete business. Nowadays it is the custom to group patents
together in order that each one may strengthen the others.
Hence the fact that a patent may be standing alone or in a group,
or may be owned by an industry that needs it, instead of being
owned by an individual who does not need it, will have an actual
bearing upon the patent’s value.
The cost of a patent must include the cost of experimental and
legal work. When several patents are involved it may be difficult
to segregate the cost of one from the other. Even in small
companies which develop only a few patents a year, a half
dozen or a dozen patents may be granted on a single machine.
Another complication arises when of the half-dozen patents
which are the result of the development work, one is worth say a
hundred thousand dollars because it is the key patent, while the
others are worth a relatively small sum. The question is how to
get the advantage of both the value and the cost and how to seg
regate or apportion them.
Another difficulty in determining patent costs arises when
patents and inventions are assigned to a company by its em
ployees with no specific consideration mentioned. Many con
cerns employ inventors, experimenters and designers, from whom
only one single worth-while patent may be secured over a period of
several years. Customarily such assignments specify a considera
tion of one dollar—a sum which rarely reflects the true worth of
the invention and of the patent. But often it is so difficult to
segregate the expenses entailed by this one particular invention
that it is almost impossible to find its true value or true cost.
There might have been a great number of contributory costs paid
as overhead expenses, which are not allocated on the books to
this particular piece of property. Unless the manufacturer can
show what these costs were he can not get credit for them when he
comes to compute depreciation on his patents as a deduction from
income on his income-tax return.
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Large expenses are often incurred for refinement and develop
ment of models and for the carrying out of tests, often of remote
nature, before the finally perfected product is ready. Often the
sales force conducts experiments among customers. The costs
for this work will appear in the sales expense. Certainly the
amount paid to an employee for such an invention—often the
nominal one dollar—can not be taken as an accurate measure of
either the cost or value of the patent.
Many concerns believe that the only practicable plan is to de
duct all expenses involved in inventing as current expenses.
However, if the patent is ever sold it may become vital to have
some figure which is truly indicative of the actual cost of the
patent, so that that cost can be deducted from the amount received
for it to reduce the income tax payable on the profit so made.
In addition to the actual cost of the patent, either by develop
ment or purchase, the principal factors to be considered in valuing
the patents are these:—
(1) The earnings attributable to the patent.
(2) The earnings of the purchaser of a patent attributable to
the patent after it has been acquired, compared with the
earnings prior to the date of acquisition.
(3) Bona-fide offers in cash or securities on the determinable
values of the patents at or about the time of transfer.
Royalties on patents are like rents on real estate. They are
income and must be accounted for in the income-tax return.
Such returns are offset by the depreciation of the patents at 1/17
per annum, as already explained. This is a depreciation of their
earning power.
If, as is often true of patents, the so-called royalties or rents are
really a combination of income and purchase price, the situation is
different.
Take, for instance, a manufacturer who has a patent on casters
under which he has licensed several competitors at so much per
caster. The license agreement specifies that he transfers, in legal
phraseology, “the entire right, title and interest to make, use and
sell” the casters to the several manufacturers jointly. After
they have paid the stipulated royalties for a period of years, the
patent becomes theirs for the time it still has to run.
Such contracts are frequently made and are in effect not rental
agreements, although usually so-called. They are really contin
gent purchase agreements by which the purchasers buy property
187
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by paying so much a year depending upon the number of articles
manufactured and the term of years the contract is to run. This
is really selling the patent on the installment plan rather than
renting rights under it.
The person who is paying royalties is entitled to deduct these
royalties as rent paid and as an expense of the business, but if the
so-called royalties are actually installment payments on the pur
chase of the patent, the person paying the installments is not en
titled to deduct the payments as current expenses, but is only al
lowed a deduction for the depreciation of the property which he is
buying.
It is thus vitally important for both parties to determine, as a
matter of law, the nature of their agreement in order to determine
what deduction may properly be made in their tax returns. It is
certain that hundreds of concerns are paying income tax on re
ceipts which are not royalties but are in reality payments on a
deferred-payment sale.
Royalties received by a resident in this country from a manu
facturer’s use or sale of his invention abroad must be included as
income, but if the royalties are derived under foreign patents, the
depreciation must be based on the term for which the foreign
patent runs.
It is also important to determine the allowable deduction for
foreign taxes paid which may be properly deductible in computing
the net tax to be paid in this country. For instance, a company
should first calculate the total amount of the United States taxes
due and then deduct the amount of foreign taxes paid, in order to
find the total net tax payable to our government.
If an American organization pays royalties to a foreign inventor
who owns a United States patent, it must withhold a tax at the
source equal to a stipulated percentage. The percentage de
ducted will vary under some statutes according to whether the
owner of the patent abroad is a corporation or individual. These
are factors which must be watched; otherwise the responsible
company may be penalized.
Infringement of a patent has an effect on the tax to be paid.
When a patent is infringed the owner of the patent sues the person
doing the infringing in a United States court. Usually several
years after the patent has been adjudicated the amount of the
recovery is determined through a final accounting for profits or
damages.
188

Patents in the Income-tax Return

Our law is that when a master, appointed by the court to find
the amount of profit or damage, reports to the court the exact
amount due, this is a sufficient adjudication to cause interest to
run on the amount from that date or the amount which may be
subsequently determined by the court. The date of the report of
the master is the controlling date. This amount may, however,
be modified by the upper courts, so that the amount is not really
settled until the final court of appeals passes upon it.
The best rules governing infringement seem to be:—
(1) The amount recovered from an infringer should be included
in the income-tax return in the year in which it is received,
for not until that year is the exact amount determined.
(2) The year in which the amount is paid to the owner of the
patent as his profit or damage is the year in which the
sum should be deducted as a business expense by the
infringer who lost the suit.
(3) The income received by a recovery for infringement should
be treated as a royalty and not as a part payment for a
part of the patent rights. The reason for this is that the
infringer is really paying the profits he made from the
infringement and therefore is paying a royalty.
(4) Court costs and counsel fees are properly deductible ex
penses in securing the recovery. They can be deducted
either in the year in which they are incurred or during the
year of final payment when the total amount is deter
mined.
The treasury department has decided in one instance that the
report of the master did not finally determine the amount of the
claim and that the deduction should not be made except in the
taxable year in which the money was recovered.
Experience shows that it will pay most concerns to check their
income-tax returns, so far as patents are concerned, in the light of
the suggestions made in this article. They may find opportuni
ties for savings in the future and establish a basis for recoveries on
past over-payments. The government wants to collect no more
than what is justly due it.
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